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Income Approach to Valuation —

“Income capitalization translates a stream of future income into a single
present value. It considers the quantity and quality of future income, when
the income is to be received, and the duration of the income stream. A
capitalization rate is used to convert the income stream into one lump-sum
value by the formula V=I/R, where V is the present value, I is the income,
and R is the capitalization rate. The overall capitalization rate has three
components, a discount rate, a recapture rate, and an effective tax rate (when
the appraisal is done for an ad valorem assessment).” — While the full
discussion of the Income Approach is contained in pages 231-299, this
excerpt is taken from page 267 of the IAAO text titled, “Property Appraisal
and Assessment Administration”. TAAO is the International Association of
Assessing Officers.

Direct Capitalization —
The overall capitalization rate is developed from an analysis of actual ratios

of income to sale price of properties similar to the ones being appraised. —
page 269 of the JAAO text titled, “Property Appraisal and Assessment
Administration”. While we have accumulated data submitted by lessors
from their own properties around Montana, the definition and direction for
use of that data in the income approach comes from the standards
established by IAAO and other fee appraisal organizations, such as the
Appraisal Institute.

Determination of Overall Capitalization Rates — pages 364 & 365, IAAO

Step 1: By structure type, divide net operating income by sales price.

Step 2: Array the resulting rates.

Step 3: Select the median (not overly influenced by extremes) for
determination of average capitalization rate for the structure type.

Risk Gradations:

Based on input from lenders and developers, and with the average
capitalization rate derived from actual data as the base, each gradation that
acknowledges lower or higher risk is applied in increments of 1/2 percentage
points (higher risk properties have higher rates because they require




optimum actual income streams in order to have received desired sales
prices).
e Investors typically see more high risk investments than low ones.
e The “risk” for typical investments can normally be addressed within a
range of 2 percentage points.
e So, three gradations from average are used — 2 reflect higher risk;
1 reflects lower risk

Selection of Capitalization Rate:
Starting point is average or normal risk for a specific structure type.

There must be demonstrated proof that is accepted by a Manager, before a
deviation from that rate will be accepted.
¢ Differences from the norm that would be considered are: Better
property location, the age and condition of the property, the reliability
of the income stream, tenant reliability, marginal businesses.

Comparison to Appraisal Institute Data:

Standard bearer for fee appraisers (MAI Designations).

Overall capitalization rate data comparison for mall, office, warehouse, and
apartment. '




UZ/7UD/ZUUY 1£Z:VU0 I'AA 4VUD(J02VO0L

-

L

KORPACZ REAL ESTATE INVESTOR SURVEY® NATIONAL MARKET !NDICA:

THIRD QUARTER 2008
Regional Mall

DI 1 WL NN Y LAY ST LR

CBD Office

PR WYY AN I I VIVIVE N PRV F WI VA V)

ey v v

Warehouse Apartroent

39 Cur 2008 2 Qtr 2008 37Qir 2008 2™ Qtr 2008

39Qir 2008 2 Qir 2008 3 Qtr 2008 24 Oty 2008

a. Rate on unleveraged, all-cash transactions

DEFINITIONS: b.p.: basis points, Discount Rate (IRR): internal rate of
return i all-cash transaction, based on annual vear-end compound-
ing. Overall Cap Rate {OAR): initial rate of return in ali-cash transaction.
Residual Cap Rate: Overali capitatization rate used in calculation of re-
sicual proe; typically applied 1o the NOYin the year folfowing the forecast.
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